
WALLY HERGER COMMITTEE ON 
20 DISTRICT, CALIFORNIA 

WAYS AND MEANS 

PLEASE REPLY TO: SUBCOMMITTEES: 

WASHINGTON OFFICE: CHAIRMAN 
2268 RAYBURN HOUSE OFFICE BUILDING HUMAN RESOURCES 

(202) 225-3076 
TRADE 

DISTRICT OFFICES: 

55 INDEPENDENCE CIRCLE, SUITE 104 
CHICO, CA 95973 
(530) 893-8363 

410 HEMSTED DRIVE, SUITE 115 

Congress of  the Nniteb Otateri 
REDDING. CA 96002 

(530) 223-5898 
Bouee of  %epreeentatibee 

UIlBia~f~ington, B& 20515-0502 

December 13,2005 

The Honorable Mark W. Everson 
Commissioner 
Internal Revenue Service 
1 11 1 Constitution Avenue, NW 
Washington, DC 20224 
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Dear Commissioner Everson: 

Several tirne-sensitive questions have been brought to my attention concerning the tax 
treatment of roughly 2,700 of my northern California constituents, all of whom recently received 
cash awards from the State of California in an inverse condemnation decision by the courts. I 
would appreciate your review of this matter, and a response at your earliest convenience. 

On February 20, 1986, the Linda levee on the Yuba River broke, resulting in millions of 
dollars of flood-related damages to several communities in Yuba County. After years of court 
challenges, an appellate court reversed an earlier lower court's judgment in favor of the State of 
California, and ruled in favor of the plaintiffs in Paterno v. State of California (Paterno). The 
court held that the plaintiffs' damages were directly caused by an unreasonable State plan, which 
resulted in the failure of the Linda levee. In the end, the State agreed to pay damages plus 
interest and attorney fees, amounting to $428 million. 

I have included several questions that have arisen concerning how these awards will 
affect the tax liability of flood victims, all of which originated fiom tax preparers who are 
helping to advise many local award recipients. It is of the utmost importance that these questions 
receive immediate attention so that my constituents involved in this matter will receive accurate 
tax advice presently, and will not later face unnecessary scrutiny due to the sheer complexity of 
this situation and a lack of information. 

1. Capitalization of attorney fees and costs, treatment of preiudment interest, and gain or loss on 
inverse condemnation per Leonard v. Commissioner. 94 F. 3d 523 (9th Cir. 1996) 
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As explained by Mr. David Shaw, an Enrolled Agent and constituent of mine from Yuba 
City, and in greater detail in a memorandum from Ms. Margaret A. Martin, General Attorney 
with IRS Sacramento, Group 2 (Small BusinessISelf-Employed), the Leonard case and the 
Paterno case both deal with inverse condemnations. In addition, the settlement of both cases 
included prejudgment interest even though the Paterno case did not directly call the additional 
income "prejudgment interest." In Leonard, the court indicated that "interest on a condemnation 
award is not part of the award; instead, it represents compensation for the delay in payment, and 
is taxable as ordinary income." In the attached memo from Ms. Martin, she cites four other cases 
that reach the same conclusion regarding the treatment of "prejudgment interest." Therefore, my 
constituents have asked, even though the Paterno case did not classify the increased income due 
to delay in payment of "prejudgment interest," will the Internal Revenue Service agree that this 
income is prejudgment interest and should be treated in accordance with the precedence set forth 
in the Leonard case and IRC Sec. 6 1 ? 

At the individual taxpayer level, I am concerned that many of my constituents will be 
captured by the alternative minimum tax on the settlement largely from having Paterno-related 
attorney fees deducted on Schedule A subject to the 2% limitation. However, as in the Leonard 
case and IRC Sec. 212, attorney fees in relation to an inverse condemnation should be capitalized 
unless the fee agreement specifically addressed prejudgment interest. In short, since the Paterno 
fee agreement did not address "prejudgment interest," would the IRS agree that 100 percent of 
the attorney fees should be capitalized, and therefore not included on Schedule A? 

Mr. Shaw would like to know if the attorney fees should be capitalized and, in 
accordance with LRC Sec. 101 6, 1001, and 101 1, the new adjusted basis calculated in order to 
determine a taxpayer's gain or loss on the inverse condemnation, the type of property involved in 
the Paterno case would decide the treatment of the gain or loss. In short, some gains and losses 
may be excluded under IRC Sec. 12 1, while others may be fully taxable or deductible depending 
on the type of property involved in the inverse condemnation. If this is a position that the IRS 
would agree correctly cites the Leonard case and the above mentioned IRC sections, or would 
the taxpayer be entitled to an additional casualty loss in any case due to the excess basis 
remaining? 

2. Insufficient information provided to flood victims regarding IRS Form 1099 

The second issue was brought to my attention by Mr. Doug Gray, a tax preparer and 
constituent of mine from Yuba City. As it was explained to me, flood victims received a check 
from their attorneys, and in some cases a note, indicating how much of their award was allocated 
to attorney fees and expenses. In addition, they received an IRS Form 1099 Miscellaneous. 

Both Mr. Gray and Mr. Shaw have inquired about how the IRS will process the returns 
from the Yuba flood victims. Specifically, they would like to know if, because of the 1099 
Miscellaneous and the possible need to split up individuals' awards into prejudgment interest and 
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attorney fees, the IRS's computers will erroneously identify the flood victims as not having 
reported taxes correctly? How will the CP2000 system process these returns? Is there a way the 
IRS can protect these taxpayers from unnecessary scrutiny of this kind, perhaps through a special 
designation that will identify returns with the Yuba flood? Do the taxpayers need additional 
information to properly calculate tax liability? 

If these questions can be readily answered, I believe it would greatly benefit the tax 
preparers in Yuba County to have a representative from Washington on hand at a small forum to 
discuss this issue and answer any other questions that may come up. 

This is an issue that affects a large number of my constituents, all of whom are taxpayers 
facing an uncertain tax burden. Prior to taxes coming due, I believe every effort should be made 
to inform these individuals about their tax situation, and ramifications for non-compliance. I am 
aware that the tax preparers in Yuba County have made several outreach efforts. I would 
appreciate learning of the IRS efforts to inform taxpayers of their potential tax liability in this 
scenario. 

Again, thank you in advance for your timely and thorough review of t h s  pressing issue. I 
would very much appreciate your continued attention to t h s  matter, as it adversely impacts so 
many of my northern California constituents, and will follow up with you and your staff. 

encl. 

WALLY HERG 
Member of Co 
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subject: Tax Consequence$ of Payments Received for Flood Damage 

Thir l o  i n  response to  your inquiry concerning the tax 
treatment oS attorneys' fees included in a settlement entared 
i n t o  between the State of California (hereinafter Uthe State") 
and numareus Yuba County reaidente. The mcttlcmcnt war of 
litigation relating to flood damage reeulting from the collapse, 
on February 2 0 ,  1906, of the Linda levee at the confluence of  
the Yuba and Feather Rivers in northern California. 

~pproximately 3,000 plaintif fsl sued the Sta te  and othezn , 
seeking chimagee for inveree condemnation liability.* ~ n i t i a l l y ,  
the lower court found against the plaintiffs, but the appellate 
court reversed and ordered a new trial .  Sampla plaintiffs 
e!ubaequently,lost %n the lower court and the case wae again 
aggealsd. This time the appellate court reversed the lower 
courtt@ judgment in favor o f  the State and held in favor of the 
aample plaintiffe, on the groundsi chat their damages were 
directly caused by an unreaeronable State plan which resulted in 
the Zailure of the Linda levma and that the State wae liable to 
pay for the darnrgee. Patarno v. State of California, 113 

1 To our bowlmdge, the litigation was not a class action. 

XnVt3ne eendematicm liability atwms from the Califoxnla Constitution and i a  
not dopendent on tort or private property grinciplee of fault. Car. court., 
ar t .  I ,  S 19 .  Bcr A l k r c  v,  County of Lea Angalem 62 Cal.2d 250, 261-262. 42 
Cal.Rptr. 89, 398 P.lh 129 f1965). The theory i s  thac the private individual 
e b u l d  not be requirad to bow e d~apr0porr;ro~te aharr of the coeta of a 
p d l i t ~  iqrovemont, which would be the result i f  Cnere war damage to the 
individual, end liabilLty ea bh6 part of the public onclty, urd tho 
in8Avidurl was not reimbursed for the damage by the publia ontity. a. 
Loaklln v .  city of Lafayottr, 7 COZ. 4Lh 323, 367-360, 2 7  C(rL.Rptr.26 613, 867 
P.ad 724 (1994) . 
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~ a l  . A Q ~ . B ' ~  998, 6 Ca1,Rptr. Sd 854 (1999) . The appellate court 
ramanded for further proceedings naceeaary to determine the 
damages of nanmample plaintiffs [the sample plaintiffa* damages 
had been stipulated), and i t  awarded che sample plaintiffs c06tB 
of a u i t ,  including nreasonable attorney, appraisal, and 
engineering Feeam actually incurred, pursuant to section 1036 of 
the California Code of Civil Procedure. 

Subsequently, the majori ty of the plaintiffa entered into a 
eettlement agreement with the State of California, ~ U ~ B U W ~  to 
which the State paid $420,000,000 into an ascrow account. You 
have informed us that approximately $100,000,000 of  the 
$428,000,000 w a r  for barnageta, $171,2oo,oOo wae f o r  attorneye' 
feee aa agreed i n  the settlement, and $156,800,000 was 
prejudgment interast. During 'July 2005 ,  plaintiffs received 
their proportionate eharee of the $428 ,000 ,000 ,  less the 
attorneyst Seem. 

Saction 61  of the,Xntcxnal Revenue Code provides that,  
except as otherwise provided by the Code, groers income includes 
a l l  income from whatever rowce derived, Any funds or other 
aceassions t o  wealth received by a taxpayer are presumed to be 
gross income and are includable aa such in the taxpayer's 
raturn, unless the tsxpayer can demonstrate that the funds or 
accesmions fit into one of the specific  exclusion^ created by 
the Code. Commisoioner v,  Qlenshaw Glass Co., 348 U.S. 426, 
429-431 (1955) ; Getty v. Comissioner, 913 F.2d 1486, 1490 (gEh 
cir. 1990) . 

To determine whether an award of damages or a settlement 
payment constituter gross income, it is neceseqzy to look to the 
nature of the underlying action. Getty, 913 F.2d e t  1490 .  
Settlement proceed0 constituting a return of capital ox damages 
for the impaimcent of capital are taxable only to the extent 
that they exceed the beoia of the property replaced. OKC Corn. 
& Subs* v. Comrnieeioner, 82 T . C .  630 ,  650 (1984) -  Thue, 
oondm=ation awarde texcluding interert) are amounts realized 
for purpoees 02 computing gain or lose on property, an4 may be 
taxable r e  ordinary income or  aa capital gains, depending upon 
how the property waa held. Casalina Corp. v, Commissioner, 60 
T.C. 694 (1973). 

Intereat on a condemnation award i s  not part of the award; 
inetead, i t  reprerantu comprneation for  the delay in papent,  
and i m  taxable am ordinary income. Xiesclbach v, Commissi.oner, 
317 U.S.  399  (1943)s Leonard V.  Commiseioner, 94 F.3d 52.3 (st" 
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Cir. 1996); Tiefenbm v. Commieaioner, 74 T.C. 1566, 1572 
(190011 Casalina Corp.; ~ i l r ~ o i  v. Commission~r, T.C. Memo. 1996- 
418. 

The U.8. Bupzeme Court recently held that,  as a general 
rule, when a litigant's recovery coneritutera income, the 
 litigant'^ incoma include6 the portion of  cho recovery paid to 
the attorney ae a contingent fee,  as an anticipatosy aaaignment 
to  the 'attorney of a portion of the clisntfs income from any 
litigation recovery. Bank6 v. Commieeioner, 543 U . S .  , 125 
Sib Ct. 826 ,  160 L.Ed. 2d 859 (2005) .' 

The deductibility of attorneye' fee@ is determined by 
looking to the origin of the claim. united States v. Gilmore, 
372 U.S. 39, 47-48 (1963). Attorneys1 fees paid to establish 
the sales price of property are capital expenditures and 
therefore &t deductible. -~nited statme v: Hilton Hotel8 Corp., 
397 U . 9 .  580, 584 11970) . Attorneys' fee8 paid to  obtain 
in terer t ,  which is ordinary income, are deductible. Kavacs v. 
Commi~sionrr, 100 T.C.  124, 133 [1993), a f f ' d  by ungublished 
diopoaition, 15 P.3d 1048 (6'" C i r . )  _cart. denied, 513 U . S .  963 
I19941 . 

Where a taxpayer had entered into a contingancy fee 
agreement w i t h  the attorney, the taxpayer i s  entitled to deduct 
that amount ths taxpayer actually paiB the attorney according t o  
the contingency fee agreement to obtain the taxpayer16 @hare of 
the pro-judgment interest portion of the award, Leonard, 94 
F.3d at ~ 2 6 ~ '  The Court i n  Leonard rejected argument8 that the 
deductible amount should be bass4 either on a ratio o f  billed 
houre related t o  interest to total billad hours, or on a ratio 
of amount recovered for prejudgment intsxeet to total amount 
recovered. 

S The Supreme Court In &@&# explicitly drdinod to mach the lesue of whether eums awarded to an 
atbmry under a h e  Wing rwte arc, includable in tho dhnt'8 gross Income. A lee shirring sbtute b a 
rtaW providtng for a party b pay the other perty's fees. $ d o n  1038 of the Califomle Code of Clvil 
Pmesdum i8 ruch e fee shtfUng stetute, In hat it rqure~, In part. that ln any Inveree condemnation 
proceedlng the attorney npnuntlng the publlc entity who efecb e seltlsmenl of the proceedlng shall 
atlaw ae part of the settlement s aum that wlll mlmbune the plaintiffs rowonable taeb, d4bursements. 
Bnd @ ~ W m s ,  including nrsoneblr @Romeya1 fees. The Ninth Circuit has hold that a defendant's 
-ant of a ~lblntlffs attomeye' fern end oarto punuant to a foe shifting statute Conauutas income to 
b e  *xP.yW. v. C o m m I  Z(11) F.Jd 730 (9* Clr. 2001 ): Vinnnt v. C o m m l m ,  T.C. 
Memo. 2006-95. 

involved r CollComC Inverse mndernnaUon. 
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As an example of the above discussion, a s e m  that an 
individual taxpayer nceived a payment of $65,599 as a reault of 
the litigation, caluulated a6 f ollowe5 : 

Proportionate share of total award, 
including intarsal an8 attorneys' 
fee@ paid by State $142,666 

Amount of attomeytr  Pees retained 57,067 

Amount of cash received by taxpayer $ SS,59S 

Further aseume that the $142,666 includes 552,267 o f  
prejudgment interest, that the attorney@* fees were based upon a 
contingency fee agreement, that the $57 ,067  of attorneys' fee8 
included SS,OOO actually expended on the m t t e r  of  the 
prejudgment intexeet ,  and that all damages received were for 
damagee to a capital aaeot. 

The taxpayer ahauld (1) report the $52,267 of prejudgment . 
intereat ae ordinary incorner ( 2 )  t r e a t  the remaining $ 9 0 , 3 9 9  as 
the amount realized in computing gain or loss; ( 3 )  dedrrck the 
$5 ,000  o f  attorneyle fees attributable to the prejutlpnent 
interest (although the $ 5 , 0 0 0  of attorneyan feet3 is deductible 
in this example. the deduction under I . R . C .  5212 (1) ~ E I  subject 
to the 21r floor of 1.R.C. 8 6 7 ) )  and ( 4 )  capitalize the remaining 
552,067 of attorneys' fees ( th i s  is an adjustment to basis 
pureuant to I.R.C. $1016). The taxpayer's gain or loss on the 
"ealea of the property Ithe inveree condemaation) pursuant to 
1 . R . C .  81001 is the &mount realized of $90,399 lees the adjuated 
baeis (S10111. In t h i s  example, the calculation wourd be 
$90,393 leas the surn.of the taxpayer's pre-settlrment baeis plus 
552,067.  Finally, the taxpayer might be entitled to exclude the 
n e t  gain entirely if he or she moat6 the requirements of Sltl 
(axclu~ion of  gain Eor sale or exchange OF a principal 
residence, see I.R.C. S12l(d)  (5)). 

' Since then were approximototy J.OOO W I ~ ,  we am using 1/3,OOO of each of the mounu you gave 
U8. 

' Ik party asuerdng lhmt a porUon of thm attorney's h.8  wms actually pald to obtain the Lupayw'e shaken, 
of the pprjudgmn! ~ n t e m  poftion df tho m r d  would need evicIenca (o prow that portion. In b n a q  
them woe an actual baring nbUng #rldy to the projudgment Intereat, so it was posalble In that case to 
msW ouch an aUacetion, Msont any sucn ovidmnn, no portion of \he attorney's fam would be 
dedudlbb (a8 oppmd b a capital expendlturel 



MEYER BOOKKEEPING PAGE 07 
P. 07/12 

We would be happy to provide additional aserietance to you 
in this matter. If you wish additional ae~ietanee, please c a l l  
Margaret A.  M a r t i n  a t  (9161 974-5700. 

PATRICIA A.  DONAHUE 
Area Counsel 
(Small Bu~ineee/8elf -Employkd) 

den6sU ~t tomay (Sacramento, arwp 
2 1 
(Small Businees/Sslf-~mploysB) 

Division Couneel 
SB TL 

Area Couneel 
Area 7 
SB 
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JOHN R LEONARD1 BETTY B. LEONARD, PatlaionebAppcll.ntr, v. 
COMMISSIONER INTERNAL REVENUE SERVICE, Respondent-AppelW. 

JAMES v. CREW& DOROTHEA C. CREWS, Pdlrlenerr.Appellrrtc( vv 
COMMISBIONER INTERNAL REVENUE SERVICE, RsrpondeabAppeUu. 

No. 99-70046, No. 95-70047 

Tho pan11 unanimeuOIy finds this case sul&blr for disposition without orel at- 
Fd. R App. P. 34(r); 9th Cir. R, 30-4. 

Jrly 31.1996, Flld 

SUBSEQUENT HISTORY: [**I 1 As Amended Ssp- 
ttmbsr 5,1996. 

PRIOR MSTORY: Appeals tiom a Deeirion of the 
U n M  S- Tat Cowt. Tmx Ct. No. 19696-91, Tax Ct. 
No. 1445091. Arrhur L. Nime I11. Tax Cam Judge, PM- 
aiding. 

Origin J Opinion M o w l y  lbprted at IP96 US App, 
LeMS 18789, 

DllPOWlV0FR APPtRMED ia pert, RRVERSeb In 
pan, and REMANDED. 

CASE SUMMARY: 

PROCEDURAL POSTURE: kritiomr mpaym am- 
langed r decision by the United Starea Tax C o w  w h l ~ h  
uphold in pan rcspondmt Commlgslaner of I n t d  
R@wnue's dmmlnldon of tex doitclonclos f ir  petidon- 
ars' WW to npcm the p r e j ~ o n t  intareat podon of 
an lnvene condsmnrtlon award as ordinary income. Two 
peritionmu chdlenged tha tax cowt18 upholding of penal- 
ribs uscracd for rubmclal undermtomenz and negllgsnt 
uudwpayment of income tux. 
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condemnetfon sward as ordinary Income, The court sf- 
firmed because the prcjudpu~t Internst portion of an 
emincat domain award war ordinay intome and there 
was no mlevmt dilnclion bnwwn m eminent domain 
action and thc invwse cond~mnation aotion. The COUlr 
rcvarsd tho doterminarion that petitionm could dauct 
only thres percent of the total amount of  BRomcy fees 
and remanded f& mrsl-OLI or heir tax deficiencies 
boo- petitioners were entitled to deduct what they 
actually paid their lawyam to obbirr thair sharc of the 
prqjudmnt intomst portton of the award, Tho courC 
affhrd the imposition of pcrad#w againut two pstition- 
en for ne$ligent underpayment and substandel undcr- 
scamant of lhcit tartee boaause a rsasonablc taxpayer 
would nor have nlicd simply on lho word of neighbors 
or fblled to inform rbc r9x prepmr that eselewd them in 
the prcpmioa of thcu tax mtum 

OUTCOME! The court afIhnad th6 flndlng rhst pan'. 
tionar mpyws' prqjudgmont In tom award in an in- 
verse corrdsmnatlon action wea ordinary income and the 
mscoEmtnt of pcnaltice on nvo paltlonem, who did not 
act reasonably, for subsmtid underararsrnane md n@i- 
gent undarpeymrnt of tsx. The court r e m c d  thc dctcr- 
mlnallon o f  dadualbls anorney fbr b 0 ~ ~ ~ 6  perftioners 
were satitled to deduct the total amount paid to recover 

COWS bremi, which uphrla m part nrpohmt Corn- LerlsN&@) CLIldamar 
mblonsr of l n t e d  Rwmudo dewminatlon that petl- 
tionas wort liable fb teoc daStiencieu dw tu that tlrilum 
to nport ao prqj-ont iaterea pordon of m h v m c  
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T u  Law > ?&d Tbz rJdmkUVlr&n 8 Madare > 
TU C m  Mc& 7441-7491) 
Cldhobcdvn > AppuIb, W d a r r $  o/Rdew br 
NoroItrvlrw 
[WI] Tbr caurt review, do novo the tax courts deter- 
mirution that ths prqjudgmmt b r a t  porrlon of the tax- 
peyrrs' ewud b ordinuy income. 

T e  Law FrdanI lncome Tnr Compuratbn * Un- 
wmd Income * MiUmI lr~corrrr (ZIIC llc; 61) 
l'k taw > P d e d  Trup4yer Omps * IndWkcrlr > 
G m  I ' ( ~ R C I Q C  61) 
[HNZ] 1.R.C. J 61(a)(4) provides that gross income 
means all +me &om whatever sourcc derived, Includ- 
ing Interest. 26 U.S.C.S. f 61(a)(4). 

T a  Lrm, * P.lur1 Inwme Tkt: Cmpufaflon * Un- 
wrrod I n m u  lnlvlssl Juwm V ' m .  61) 
[HN3] DcpMment of tho Tnaaury n#ulations provide 
that intmmt inoPme h I ~ d 4 6  the m t m ~  poltion of a 
cosdsmrmdon award. 26 CF.R f 1.61-7(ol. 

TCU Law Fedem1 Zncme Tax Cornpv~uon > UB- 
mmsd Imwme * ldurd Iiacmu ( l l lC~ lc  60 
m4] The pteludgmnt Intereat panIon of a emmont 
domain award I$ ordinvy income. 

Tkx L#w > P I  Income Tax CWqpnCatbn > Un- 
e o r n r d I w ~ ~ # ~ ~ a i l u ~ ( I A C ~  61) 
Red a * a /  kbpurlV Law > Emken! Domain - 
[WS] 7%- ir no nlsvmt dlrtinstlon bccwcea au cmi- 
nmt domdn onion and an inwm coador~rurtion d o n .  
Emlnant domain and i n w m  condomnlon am two sides 
of rho sum coln. In both ypea d actions. a property 
o m  remkr compmmtion for the d u e  of hlp pmptny 
Wsm by tho govmrmcnt. Whm pymmt ia delayed 
pasding litigation, the pnoparry owner is gmcnlly enti- 
tled to aa additional rwd to mnko up fbt tho Inzmst he 
could heva amd If he had bean m p s n m t ~ d  sarltsr 
md had put tho m o w  to vvork. The uxpay~s'  prejudg- 
mont inremu award L ordiauy booms. 

* & W > P & ~ ~ O I I K ~ C ~ ~ W ~ > ~ ~  
laaRl f i r  8- i kpww r C H  &pm&11108 

263dOA) 
I b x ~ ~ F ~ T ~ ~ G ~ > I n 4 i v ~ & *  
Rudhcllon O /hcom m b s  ( ' C ~ C G  3/21 
[HWI Taqmym em not entitled tu deduct the entirety 
of Ehblt ~ ~ ~ O ~ L I C Y  h a m  in- and pfd 10 OW an 
award. Although twpsyen gbaclnlly can d a b t  ex. 
FW b ~ C I  Inaam, 36 USCS f 212. h ~ y  a- 
not deduct "capital wcpdihurr.q 26 U.3C.S § 263. 
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Tax trnv F d b d  Income Tar Compwlbn > Dduc- 
tbns for EwIrrsr Bpensus > Cnp1101 lSqpmd&urrs 
(IRC~Cs 26.9-tbSA) 
7br Law'. FrrPnJ m p r  Gmqs > IndhrMuuls . 
koductbn oflncome E q ~ m r s s  (?.Re src. 212) 
[HN7] The cow deternine when to treat a m e y  fees 
as doducdble by looklng ar the orbin of the claim. Attor* 
aey fssa peid KO ertrblish the aslss pric~ of property arc 
oopital upnrdlnvao and there* not dductible. Attor- 
ney lk paid to obuln htmt, which Is ordlnary in- 
come, ere daducriblt. 

Tax Law 3 F W m l  IRCOM~ Tar C o ~ I 1 0 d n  > Un- 
ewmed Jbcome z Intecmt lnconrr (I1IC s r c  61) 
Tar Law * Federal 7hEpqvct Oroypj, * Indkid~ab * 
Rodudun of Income 48n#&s (I1IC ~ec. 211) 
[HN&] Taxpayen m antitlad to deduct what they actu- 
ally peid their lawyerrr, nccorcting to a contingent fee 
contract, to obtain their s h  of a prejudgment intersst 
pardon of en Inwse condemnation award. 

Tax &w > F d m l  Tar AdkrkLluoHon d l%@crdwrt * 
7- LkdUirYc8 8 Cndus > Civil P d h s  (IRC set?$. 
66udtsr) 
lHN9] A taxpayer Is negligent in underpaying wee 
when he hils lo do what a rssronablr and ordinary pru- 
dent taxpayer would do under the circumatmcss. 

COUNSBL: Peter 8. Brskhus, Bnlchus, Williams, Wcb- 
stet & Hall, Omenbrae, CalifbmCa, Por the petltloners- 
appallult%. 

Gary R. Allen, United Statm DspaFlment of Justice, Tax 
Division, Washington, D.C., tbr tho respondents- 
appe Ilea, 

3UDCES: Betbe: Floyd R Gibson, ** Job T. Noanon, 
Jr. and David R Thompson, Clreuit Judgea. Opinion by 
Judge Thornpaon. 

** Honorable Floyd R. Oibuon, Senfor Circuit 
Judge fbr the Elghth Circuit, sitting by designa- 
tion. 

OPINIONBY: DAVID R. THOMPSON 

OPINION: [*S24] ORDER AND AMENDED 
OPINION 

THOMPSON, Circuit Judge: 

John 8. Lmnard, 111, B t w  B, Lconad, Jamos V. 
Crews and Dorothe8 0. Crews (raxprym) rppgal dsci- 
sion by the United Statem Tax Coun upholding In pm the 
Commlesloner of Internal Revenue's [CommCrIonor) 
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&annlnatlan of mx hflckacios 8br the ~rpnytn' Bll- 
urc to npon 88 ordlauy income the prejudgmcht 1- 
ponion of sn lnvcnr wademation Iaa2] wad. Thu 
m x p p r ~  8\60 cbllanga Ulb ux COWS method o t  cslcu- 
kring the amount of momicy fkas whlch Lc dadu&blo 
h m  h e  prejudgment humst padon of the award. In 
addition, the Cre~sro appeal the tax c o w  upholding of 
additional pannlties nsm6ecl againat them by tho Com- 
rniesioner for ~ubstantlal undentmtmmt md negligent 
undorpapnt of their income trx. 

We hmw jwiadiion pursuant to 26 L!S.C. 
7dUt(s). Wt Smnn the tat court's dmmrhrtion that rho 
~(~plyws' pnJudgmmt i n b m  rmrd is ordinmy inoomc 
and 3ur the Crew= m liable ibr addidond paaaltios 
Ibr sub8t~tiol wksru6msnt rad acgwent underpay 
znoru of tuc on thrt income. WI n v m  the tax coun'a 
detmdnrtion of the unwm of doductile rttomey bos, 
and wo [*S25] mmand fbr rmJcuhtlm of shc ux d d -  
clsnclw ofi l l  oftbe lurpaym d ha pnaltiw wesred 

dl@ C m 6 0 @ ,  

FACTS 
In 1980, l e  ?uspayen and othm (clasr plaintiffi) 

swmined flood dam- to their pmonal rtsfdonew, The 
Clty of Sm Bsrnadino declareid thri hornue to be win- 
hbimble md demolished them. The clue plehdm flled 
a lawsuit a p h t  the Clry. drc Cowry of Sea B o d n o ,  
d the Sm B d l n o  Plood th+3) Contra1 Dblrict (col- 
Iectiwly, WI Bmediao) for invow condemnation. The 
pldntifB1 contingent fee canmat with their momays 
gwnnmd the LIwyars nueny-five percent of any 
mount recovmd, includina my award of pmludgment 
interm plus S l2S per billable hour of time 8pmr on the 
UIC. 

'lb olws pldadflb won a Jwy verdict. Their total 
meovriy wu S 4,101,32 1, which Included cowtawuded 
attorney h a  aad wud#nant htemat. The LRonards' 
rhars of the ward waa $ 299,036, wbWl included 9 
156,596 dprcjudpant imroa. Tho Crmsw' I s m  was 
S 216,039, whleb Included 0 105,113 af prqjudgmsnt 
lntawt. 

Pursuant to tbeir agreemeat with h i r  counsel, the 
c h  plELLntlfflb owad appmxbly  S 1.6 million in at-. 
mmry fb. Thr raornry feu conrhd  of rhs mresysl 
aontingoncy be plw hourly fbw ofS 125 per hour corn- 
pllhd on 4900 hours bills duriag tbe ooso. W tbow 
houm, 142 h o w ,  or thm pemnt PC tho total hours 
billed, rclrted wlely to obtainins the prsjudgmcmc I* 
est wud, 

fbo Judmtnt e m d  An dat h v m c  candmnatian 
Ircdm Lcludcd atlomy Cow of S 700,000 to k pud by 

B d h .  ' I~u  8 shortfhll of  s 9001000 t0 k 
mdo up p.41 by the c h  plrintiffi. n K y  p i d  their 

nt~pcctivc d u m a  of r b ~  amy fee6 in propution to the 
p u ~ u ~ u g e  of tho award uacb plntnttff tecclvcd, 

The taxpayers then nunad their mntion to the 
preparatiorl of their tax,ratumr, The L w n h  hlwd a 
wniRsd public occounmt (CPA), who dacnnlned that 
the prajudpent mterwt ponlon of the award was a re- 
nvn of capital and thua we6 not includable ss ordlnary 
Income. The Lconsrh filed lhoir raturn on lhls basla, 
W i n g  the prejudgment intarsst es a cephl gain. 

The Cnwecs did not iafom thalr tax prepmr of tho 
award. R o l y l ~  on infonneslon they m i v d  mrn otbr 
flood victimr, thay drrcidbd !be prejudpmt irnercst We8 
not repo~tablr at all; rhuo, hay filed their rax ronrrn with- 
out any mention of the a w d .  

The Cornmissloner issud notices of deficiency. The 
taxpayers challenged these Cficicncirs in the tax court. 
The wr CQW hold that the proJudpnt intamst portion 
of  the swerd was ordinary income, and thrt llrornry fees 
attn'butrbb to this portion of the award m e  Lducrlble 
ns m income-producing expenditufc To Wmim the 
mount of the dcduatian, rho rw cow dwidd that k- 
asuse the alas plalarlffh' [++5) aWomoya hod spent 
throe pomenr of bIr bra1 billable hours In obblning the 
projudgment intenst portion of the award, t h e  percant 
of h e  mtrl ammnr of attorney fees was proply alloc- 
able to the movery of rho prujudgment interm ponlon 
of the uwud. 

The bx court dso held tbat the Crewroe wwcl lisblrs 
for pcnahy additions to their tsx for subrmtinl bndcr- 
8Utccrnent and negligant underpayment of income rax. 

DISCUSSION 

[HNI] We nview de navo the iu coun's dslrsrmina- 
cion that rba prcjudgmem lntansr portion of  the taxpay- 
ma' award la ordinary income. #gIlsy v. Commissioner. 
4S F. 3d 348,330 (9rh Clr. 1995). 

[HN2] Section dl(qJ(4) of ?he Inrer~l Rwonur 
Cod4 provides thru pose income means dl income from 
whmtevcr aourco derived, including intomst, 26 US,C 5 
61(8X4). [W33 Dtpwlmsnt of tho Treasury rcwlrtions 
provide rhlu inmrort income include8 "the in te rn  portion 
of e o&mnation award.1' 26 C.ER $ 1.61-7(4. 

TI# turpoyors argue ttut tho pdudgtnent Intonst 
portion of an invelw condmnltion oward is not income 
because it is lW526] pnid M maat tho constitutional 
mrndue of just cornpmsadon under the Fiith Amend- 
ment. Thla argument WM considerad and rqlected by rho 
1**6) Supreme Court in Kiuelbach v. Commissknar, 
3 17 US. 399.87 L, 8d 35463 5. Ct. 303 (1943). wham 
the Corn held that (HNS] the pnjudgmcnt hmt por- 
tian of an eminent d o d n  a d  ia ordinary Incoma, 
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[HNq Thme is M nMM. dIaUnaion b e t w a  the lntam portion of the award ihe char plrintil paid thelr 
mmhont domain d a n  la KdmeIbaci, md the invursr l e v  m t y - f l v c  percent of the pmjudgmant i n w t  
Condmltion u;th bore. hlmt domain and I n w m  w v m y  plus S 123 per how for the hours nrponded to 
wnhuutlon are two rides of the m e  coin. In both mskc thu ncowry, 
t y p e  of mloas, a propany owmr snks  compomrlm 
for the vrluo of blr propmy &en by the gownunont. 
Whmn pnymcnt i8 delayed poodiug lltiptiors the prop 
my owner I8 &ly entitled ro an rddltlanal award to 
maka up Eor the iatrrsst he could have barned if he h d  
kra cornpertmud cPrllsr and bd put tit6 meaty ro 
work 7)ls tax c a r t  oomotly hmld rhu tbe taxpayam' 
p m j u d ~ a t  h r m s r  awed wo ordinary tocome. 

We conclude the [HNS] toxpuym m entitled to C- 
duct what they actually paid h e i r  Irwyers, according to 
the contingent fbe camact, ra o h i n  their aham of rhc 
p r e j u ~ e n t  intonst portion oftha award. Thus, they am 
ontithi to deduct twenty-five poroenr of their propor- 
tionate sham of rhc pmjudgment interat portion of rho 
a&, PIUS theft propolTioMte ahart of $ 17,750 (142 X 
S 1251. 

It is uadlrp~d tb.t thw m6] wpByon are nor m- The Comdsaianer impowdl and the tax COW up 
"Ird @ ddw On- ameY tb impgitian o t  pnattia wlut ~ m m  for 
ad P* om he C#a- mgligem underpayment of w wumt to 26 US C ,# 
IUy ul CBd Ki podW 26 ugC' Ji 6633(aX1) (aa in eneu for [**g] fiscal year 1987). end 

ry M'ddwt 'w(ulnpadwH." 26 rubrmtial w d e m m e n t  of ux pursunt to 26 U,S. C. J J 263, 666iftn) (as in cfficct br fiscal your 1987), 
[HN7J l b o  a m  dammiues when ta ater anomby 

tbeo rs dsducflblt by looking rt tbe origin of dr6 clnim. 
[.*7l UMed Status v. QUmwe, 372 US, 39,1748.9 L 
Ed. 3d 170, 83 CI, 629 (1963). Attotmy $66 paid 16 
emblish the sales prim of prupmy am aapleal expndi- 
nptl and therefore not deduch%1e, &ired WBJ v. HII- 
;on Hot& C q . ,  397 US 380, IBJ, 25 L. Ed 2d 385, 
90 S Ct 1307 (1970). Anbmey hr~  @d to o W i  b- 
est, whlch 10 cudinmy income, rra &ductible. Kovacw v. 
Commissionsr, IOd ZC 124, 133 (19Y3), @'d by wnprb- 
firhad + i r i ~  25 R3d 1048 (6th Cir.), cen. &tied 
US. , i l l  S. Ct. 411 (194s). 

Tho tsw court ~i~ that the tupoycrs could 
deduct only dm@ petaric of the told amount of attorney 
tw, becaw only three percent of the amnays' billable 
horn wow expended to obtoln the prejudgmant i m s t  
ponlon of tbe award. We rejecr Mlr q p m c h ,  k u u a t  it 
ignmw tbe comiagsnt fw portion of the -en' con- 
ma with thair lawyers, and elloutg &as only on the 
Wir ofthe hourly rab porKon of the aonaraat. 

7 b  taxpayam q u o  they ahould k able to dducr 
that panion of their attormy fbm which b oqual to h e  
p c m ~ 6  of the c~covary uaikrtrbls to prqjudgmcnt 
intma. 8- prpjudgment inmat accouatbd fbr 
roughly nity percent of tba mml award, tnoy ["BJ o o b  
tad  (hey &auld be mtitlod ts dduct tbnt percentage of 
the total Uronrmy tLm pald. 

We also mjaot dw mcpaym' appmch, bocaw it 
would give them a wiudtwl QQmlon. Using their b 
m u 4  thy would gat 8 deduction of neerly flAy p m n t  
of cha total f h  paid, and yet tlwy did not pay that to 
o b h  the iaturrt portton of the a d .  Aceordhg to 
heir contingent fka canma, to OW !he prajudgment 

The record shows the C r e w ~ u  decid8d not to tell 
thelr tau pmpuwr about the Interest award and decided 
not to disclose it on hair I*SZJ tax r e m .  They did so 
in rclianm on tho advice of ne$hbors who a h  partid- 
p a d  In thc claw act&n. Mr. Crews testified that the 
neighban b spoke with told him that tlmy were not re- 
porting any portion of tho award and (hot some of the 
neighbors oald they hed been advised by cenifled public 
eccounmtl not to rcpon the mverd. Mr. C m s  also teal- 
fled he did not tell his tar prapucr obout the sward for 
fbar of confiring him. 

We conclude that o reosoarble taxp~yer deciding 
how to beat m (~wurd of prejudgmbnt interest such as the 
sward in this cuo would not rely elmply on the word of 
neighbors. Slcl ,Parqn)ont v. Commbloncr, 838 F.2d 334 
337 /9rh Clr. 1988) [FIN91 (taxpayer ki negligent in un- 
derpaying t a x o ~  when he fail3 to do wbu a rwsonrble 
ead otdinsry pndont tmpayer would do under the clr- 
cumstanres). The Crewcs ueod a ~r prcpawr to assist 
them in Olr p r s p ~ d o n  of &eir tax ram. ' b i r  fbllurc 
to Lform him IS*JOJ of the Inmest award i g  difficult to 
understand, They cumrnittod to Mm the responsibility o f  
preparing their Or mum, but instead of seeking his ad- 
v i a  on chc tatc ~mplicationa of tha Interest award, they 
rslid on the but advice of neigbars, none of whom ac- 
cording to the record hed any tax expalsr. Wo agree 
with the ras corn that this I8 not What M ordinary pru- 
dent taxpayer would have done under the cireumptancss. 

Wc amduds rho tars court did not err in derennlnlny 
t h ~  the Crewar were liable br padtier fw noglipnt 
WIdUrpaynlt~ a d  Pulutnntial undmmtoment o f  Ihdir 
tueS. Tbt ~ndt ies ,  ~ O W ~ V O ~ ,  will h8* to b6 ~Calcu-  
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Jared in viaw o f  &c additloaal dcducrlon of attorney f k r  direct Ole tsx aaurt to noalculeta tbr ponaltiw when it 
to whbh the Crswass am oatitlod. ' rhlculatcs tho Crews '  tax bficioncy, 

We rlffrm the tax ooun'a ducislon that the prsjudg- 
mcnt intenat pordoa o f  tho in- conQcmnrtion award 
iu nportable u ordinuy income by Wh rhs Cnwrcs urd 
ths Lcmad, We v-, howem, brs tax court't dcfl- 
cianay daminations fbr all of k c  tawgap and nu 
d their cews to the bw cam Ibr mmlcuktion of their 
tax deficimciea, applying the proper deductions fbr at- 
tomay fcea 8s set forb In thie opblon. 

Wt  also lgbm ths [**I11 wc cowt's imposition of 
pendtka d n s t  the Crcwrrcs f i r  negligent undsrpay- 
meat and aubsmrbl u a d o r s t ~ ~ ~ ~ m t  of their income tax; 
ho-, we VIE.IA the 8m0Unt of ouch penalticr, and 

W h  of the pgRles shell bar Irs, his and hot own 
aom on appbal. 

A F P W D  la pan, REVERSED In parr, and 
REMANDED. 

ORDER 

The oplnIon filed July 3 1, 1996, is mended ua fol- 
lows: 

At Slip Opinion page 9329, the lost sentence of the 
tlnt fill paragraph la anlundd n rwd; Thw, ~ h c y  arc 
entitled to deduct wenty.Uve percent of their propor- 
tionate shere of the pejudgrnent lntsnst ponlon of rhe 
award, plus be& proponionate sham of E 17,750 ( 1  42 x 
S 125). 


